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In a Dec. 4 speech before the Summit on Trade and Debt in New York sponsored by members of
Congress, US Treasury Secretary James Baker said a "grand solution" to foreign debt problems
is unlikely to be successful. He insisted that the current US strategy is making progress toward a
long-term solution. Baker was especially critical of alternative debt strategies, or significant "debt
forgiveness across-the-board" for debtor developing nations, and great infusions of funds into these
nations (the "Marshall Plan approach").
According to the Secretary, debt forgiveness would force such large losses on commercial banks
that future loans would be extremely unlikely. Foreign capital would be available to developing
nations only at "prohibitive prices, if at all." Next, serious losses would produce a serious reduction
in capital, possibly producing a "credit contraction endangering borrowers at home and abroad."
In addition, said Baker, this strategy would reduce "incentives" for necessary economic policy
changes by developing nation governments. Moreover, large infusions of capital would not
be a useful approach because in the absence of "market-oriented policy changes," it would be
unrealistic to assume that debtor nations could effectively use the capital. Baker said that under
the US strategy, many debtors are already taking important steps toward increasing savings
and investment, improving economic efficiency, encouraging the return of "flight capital," and
privatizing state companies.
Regarding the debt relief potential of converting debt to equity, Baker indicated that while the
potential exists in many nations, "for now, I expect the risk-return match remains too unappealing
to transform most investment from debt into equity." The Secretary pointed out that about $2.5 to
$3 billion of debt conversions have occurred during the last two years, including conversions into
equity and local currency instruments. He used Chile as an "outstanding example of how smoothly
debt conversions can proceed."
In addition, he said, "Mexico also appears to offer fertile ground." Baker also summarized the role
of the World Bank and the International Monetary Fund (IMF) in facilitating the US strategy. The
IMF has established programs with nine of the major debtor nations, and established enhanced
surveillance programs with three others. By year-end, he said, all major debtors excepting Brazil and
Peru will have entered into formal programs or surveillance agreements with the IMF. The World
Bank, said Baker, is supporting a number of structural changes in developing nations via mediumand short-term adjustment loans. The Bank has negotiated $3.7 billion in "new policy-based loans,"
with 10 of the 15 major debtors, and discussions are underway with these nations for an additional
$5 billion in loans.
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